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Abstract:
7KH UHTXLUHPHQW WKDW VHOOHUV RI PLOLWDU\ HTXLSPHQW DJUHH WR �RIIVHWV� KDV EHHQ D IHDWXUH RI

GHIHQVH SURFXUHPHQW FRQWUDFWV IRU DOPRVW �� \HDUV� :HOW DQG :LOVRQ H[DPLQH KRZ RIIVHWV KDYH

HYROYHG LQ WKH 0LGGOH (DVW�

The requirement that sellers of military equipment agree to "offsets" has been a feature of defense 
procurement contracts for almost forty years.1 Despite numerous criticisms of the practice of offsets,2 
their use has continued and even grown.3 Virtually any defense contractor seeking to sell a major 
military system to a foreign country must be prepared to offer and fulfill offsets as a condition of sale. 
The practice of requiring offsets has spread beyond defense procurements and is increasingly required in 
major civil contracts, especially the sale of aircraft.4 This article will examine how offsets have evolved 
in a part of the world crucial to the defense exporter: the Middle East. The evolution and nature of 
offsets in the Middle East is especially important, both because the nations there purchase many defense 
systems of considerable value and because the types of offsets requirements adopted by countries in the 
Middle East may be imitated elsewhere. If defense exporters understand and can fulfill the offsets being 
demanded in the challenging arena of the Middle East, they will be well positioned to match or exceed 
their competition anywhere in the world. 

A PRIMER ON OFFSETS 

Most people with experience or education in international trade have some knowledge of offsets. 
Nevertheless, there are always some new players in the game, and since even experienced international 
traders use terms like "offset" slightly differently, an explanation of how this article defines offsets will 
be helpful. Offsets are commercial arrangements demanded by a buyer and agreed to by a seller that 
obligate the seller to perform actions that will "offset" the outflow of money required by the contract 
for sale.5 Offsets are often characterized as "direct" or "indirect."6 The table set forth below shows the 
various types of direct and indirect offsets, along with a description of each of them.7 

Since many defense transactions are complex, a single offset agreement may provide for both direct and 
indirect offsets. Moreover, the precise mechanisms by which an offset obligation will be fulfilled are 
generally left unspecified, or incompletely specified in the offset agreement itself. The specific activities 
that will count towards fulfillment of an offset obligation, and how much each activity will count 
(multipliers),8 will be negotiated over the course of the offset contract, which may last for many years.9 
Penalties may be imposed for failure to meet an offset obligation. The ability to offer a credible 
attractive offset package as apart of a proposed sale of military equipment, plus a reputation for 
meeting offset obligations is an important aspect of successful export sales of arms.'o While most 
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exporters and even the U.S. Government dislike offsets, they are increasingly viewed by the arms-
export industry as a cost of doing business in an ever-more-competitive global market burdened by 
overcapacity." 

IMPORTANCE OF OFFSETS IN THE MIDDLE EAST 

Although sales of military equipment to nations in the Middle East have always generated considerable 
publicity,'2 offset requirements of such sales have usually not caused significant economic concern. As 
the following chart shows, as recently as 1993-94, offsets in the Middle East accounted for only a small 
amount of the total value of offsets to which U.S. defense exporters had agreed.13 

In addition, offsets in the Middle East were limited to relatively few industrial sectors. The following 
chart summarizes those sectors into which offsets in the Middle East were concentrated in 199394, and 
the percentage that such offset obligations represented of all offset obligations entered into by U.S. 
contractors in the respective industry.'4 

These charts show clearly that as recently as four years ago, offset agreements in the Middle East 
represented a small percentage of the total value of offsets to which U.S. arms exporters had agreed. In 
addition, the top two industrial sectors, transportation equipment and fabricated metal products 
accounted for approximately two-thirds of the value of U.S. offset obligations in the Middle East. 
There were, however, a couple of sectors in which offset obligations in the Middle East accounted for a 
large portion of all offset obligations (legal services and holding/investment offices), demonstrating that 
some forms of offset obligations may be particularly suited to Middle East economies. 

Despite the relatively small value of offsets and their concentration in a comparatively small number of 
industrial sectors, there are two reasons why the offsets requirements of Middle East countries are 
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important. The first is that the Middle East remains a very large and important export market for 
armaments, largely because it is unstable and because it controls important resources.15 For example, 
The United Arab Emirates announced the acquisition of 80 Lockheed Martin F- 16's worth 
approximately $7 billion, which may be the last major fighter purchase of the twentieth century.16 
Therefore, to the extent that arms exporters want to sell to Middle Eastern nations, they must assess the 
offset requirements that those nations impose and their own ability to fulfill those offset requirements. 
The second reason the offset requirements of Middle Eastern countries are important is because Middle 
Eastern countries are becoming increasingly sophisticated in the manner in which they seek to have 
offset requirements fulfilled. Examples will be given in a following section, but other countries that 
impose offset requirements will likely be watching the types of offsets being used in the Middle East, 
and how well companies fulfill them in making their own decision about which systems to buy, which 
suppliers to buy from, and what type of offset requirements to seek. 

OFFSETS REQUIREMENTS OF MAJOR NATIONS IN THE MIDDLE EAST 

The following chart displays the major arms-importing countries in the Middle East, along with: (1) 
whether the country imposes an offset requirement; (2) the type of preferred offset; (3) the offset 
threshold; (4) the primary goals of the offset program; (5) the existence of formal penalties; (6) the 
presence of multipliers; and (7) additional comments.17 

DEVELOPMENTS IN OFFSET REQUIREMENTS IN THE MIDDLE EAST 

I. Volume 

The first important development in offsets in the Middle East is simple volume: Middle Eastern 
countries demand increasing levels of offset. Kuwait, for example, began requiring offsets for all 
defense purchases over $3 million in 1992. It has recently extended its offset policy to civil contracts.18 
The United Arab Emirates (UAE) first instituted its offset policy in 1990. In 1993 it issued new 
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requirements of 60 percent offsets on all contracts valued at $10 million or more. 

As one of the biggest customers for armaments in the Middle East, Saudi Arabia is an example of how a 
wealthy country with a difficult security situation has sought to use offsets both to improve its defense 
infrastructure and to develop its economy. The origins of Saudi Arabia's defense offset programs began 
in the 1960s with the purchase of Lightning and Strikemaster aircraft from the British Aircraft 
Corporation.19 In 1983 the Saudi government established its Saudi Economic Offset Committee to 
facilitate and monitor defense offsets. This committee comprises representatives from the Saudi Arabian 
Basic Industries Corporation, the Saudi Industrial Development Fund and the ministries of Commerce, 
Planning, Industry, and Defense. It endeavors to provide a link between the Saudi government, foreign 
partner offset committees, defense contractors and Saudi private sector enterprise.20 

Contractors from the United States first began to incur major offset obligations in February 1985 when 
the United States and Saudi Arabia signed a $3.8 billion contract for the Saudi purchase of a ground-
based air defense system known as Peace Shield. Under the terms of the contract, Boeing, the prime 
contractor, assumed the responsibility of managing the 35-percent offset obligation. The U.S. Air Force 
eventually ended Boeing's role as prime contractor, and Hughes Aircraft Company agreed to manage it. 
Boeing remained obligated to participate in the existing offset ventures, but Hughes became responsible 
for new offsets and energized the offset program, proposing both direct, defense-related offset joint 
ventures in software and systems engineering, as well as an indirect offsets package which included 
provision for the local assembly of automobile parts and the manufacture of petrochemical products for 
use in car production in Europe.21 

In the same year that U.S. defense contractors signed the Peace Shield agreement, the British concluded 
an even bigger deal with Saudi Arabia to supply it with a comprehensive package of defense equipment, 
known as Al Yamamah. Al Yamamah was based on a government-togovernment Memorandum of 
Understanding (MOU), by which the British Ministry of Defense was accorded the management 
responsibility for the program's offset requirements, with British Aerospace assisting in its role as prime 
contractor. Unlike the Peace Shield program, the MOU for Al Yamamah contains no contractual offset 
obligation, but simply requires the British government to pursue a best endeavors approach to achieve 
an offset target of 25 percent of the contract's value.22 

The French government has also been active in the Saudi arms market, although their successes have 
been overshadowed by those of the United States and the U.K. The French have closed two major 
military sales contract with Saudi Arabia, one in 1981 and the second in 1989 (although the deal did not 
close until 1994), collectively known as Al Sawari I and II. Al Sawari I contained no offset obligation, 
despite the fact that it was worth $2 billion. Al Sawari II, by contrast, contained a 35 percent offset 
obligation of its $3.7 billion value.23 

The Saudi experience with offsets has been mixed. Although by 1994 four joint ventures had been 
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formed as a result of the offset obligations incurred due to the Peace Shield program, and those joint 
ventures employed around 1,400 workers, less than 300 of them were Saudi Arabian. Many of the joint 
ventures formed as a result of Peace Shield performed work in the defense area, so they did serve to 
enhance Saudi Arabia's defense industrial base.24 In addition, Boeing actually exceeded its offset 
obligation.25 The Al Yamamah program, like Peace Shield, has achieved only limited success, despite 
the fact that it permitted investment in more diverse industries than did Peace Shield. Despite the fact 
that the MOU setting up the program was signed in 1985, the program did not effectively commence 
until January 1989. By January 1995 fourteen of twenty offset proposals had been approved, but only 
five had been implemented. 

British and Saudi representatives, however, cite the presence of "moral" offsets, where British efforts 
lead to investment in Saudi Arabia by a third country but Britain receives no offset credit for it, in 
claiming success for the Al Yamamah program.26 The French offset programs carried out pursuant to 
the Al Sawari II contract have focused on manufacturing activities designed to broaden the range of 
capabilities of the Saudi industrial sector. Yet by January 1994 only eight of thirty-five proposals had 
been approved, and work had begun on only two of them.27 According to Prince Fahad bin Abdullah, 
chairman of Saudi Arabia's economic offset committee, U.S. contractors have fulfilled only 16 percent 
of their $1.7 billion in offset obligations; U.K. contractors have fulfilled only about 8 percent of their $2 
billion in obligations, and French contractors have fulfilled only about 6 percent of their $700 million in 
obligations.28 Saudi Arabia continues to tout its offset program as a key to its foreign investment 
system,29 but it may be poised to make offsets mandatory and to impose penalties in the event of 
noncompliance.30 

II. Activities Qualified for Offset Credit 

One of the most important factors in any offset arrangement is the criteria that the country purchasing 
the equipment and imposing an offset requirement will use it to count progress toward fulfilling it. As 
was demonstrated in the preceding section, different countries in the Middle East have different 
objectives for their offset programs, resulting in different emphases on counting investments activity for 
offset credits. While Middle Eastern countries with developed economies such as Israel tend to prefer 
direct offsets related to the purchase of the items that generated the offset obligation,3' countries with 
less developed economies tend to prefer indirect offsets in the hope that they will provide general 
benefits for the entire national economy.32 This preference for indirect offsets has led to major 
European and U.S. defense contractor involvement in diverse industries: Thompson-CSF in the garment 
manufacturing business; Giat Industries in air conditioning, a horse racetrack, a stainless steel service 
center, vegetable production, and the winding and overhaul of industrial electric motors; Raytheon in 
aluminum smelting; and McDonnell-Douglas Helicopter Company (now a part of Boeing) in oil-spill 
cleanups.33 Giat Industries has had to be particularly creative in supporting proposals for the 
privatization of the UAE's infrastructure, because of the large $2 billion offset obligation that it incurred 
along with the sale of 436 Leclerc main battle tanks worth $3.5 billion to the UAE in 1993.TM 

The tendency to prefer indirect offsets is best illustrated by the offsets program of the UAE.35 The 
UAE imposes an offset obligation of 60 percent of the value of the procurement contract, not just any 
investment counts. The investment must be in the form of a profitable and sustainable joint venture in 
which a local UAE partner must retain at least 51 percent of the ownership. The foreign joint venture 
partner need not be the supplier itself, but can be a third party that the supplier induces to enter into the 
joint venture. Money invested in such joint ventures does not itself count toward fulfillment of a 
contractor's offset obligation. Rather, an "output-based formula" related to profits generated by a joint-
venture project and incorporating certain multipliers is used to calculate offset credits. The UAE 
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Offsets Group seeks to take into account the "valueadded" expected for the UAE national economy, 
the amount that the government needs to spend to generate comparable value-added, and the ability of 
the supplier to achieve what is proposed.36 One type of measurement that has been suggested, for 
example, has been "dividends payable."37 

The system used by the UAE to calculate offset credits is similar to the concept of Economic Value 
Added (EVA(TM)).38 EVAM developed by the investment banking firm of Stern Stewart & Co., is an 
attempt to express in an economic sense what the income statement expresses in an accounting sense. It 
differs from accounting profit in that it adjusts the profit reported on the income statement to reflect 
perceived distortions in Generally Accepted Accounting Principles.39 It then calculates a cost of capital 
that compensates investors for bearing the firm's explicit business risk and deducts that cost of capital 
from the adjusted income to calculate a "true income": the amount of income attributable to 
management's actions.40 Some companies use the cost of capital calculated for EVA(TM) to measure 
the net present value of internal investment proposals.41 EVAM seeks to measure the "true" economic 
profit of a project or business, just as the offset system used by the UAE seeks to award offset credits 
only for the "true" economic returns generated by the joint venture formed to meet the offset 
obligation. Although the literature about the UAE's offsets program has never linked it explicitly to 
EVA(TM), it has some of EVA(TM)'s characteristics.42 The "amount that the government needs to 
spend to generate comparable value added" may be another way of expressing the Weighted Average 
Cost of Capital (WACC). What does it "cost" the UAE government to agree to this particular offset 
rather than spend money out of its own budget to achieve the same results? In fact, the UAE appears to 
be requiring some type of "Economic Value Added" analysis to judge whether an investment will count 
towards fulfillment of an offset obligation.43 If this type of accounting for offset obligation fulfillment 
becomes widespread, defense contractors will have to exercise greater care in selecting investments to 
meet their offset obligations. 

Would use of some version of EVA(TM) lead to more rational application of offset rules? In capitalist 
economies capital should move to its most productive use, so offset rules that encourage profitable 
investments may improve the situation. Application of EVA(TM) concepts will, however, be difficult 
for offset joint ventures. First, applying EVA(TM) depends heavily on determining an accurate WACC. 
Calculating WACC for a new joint venture is subject to limitations. Determining the market risk 
premium and the "beta" for a company whose shares are not traded publicly and which has no track 
record will be difficult, and these are crucial to calculating the cost of equity capital. In addition, 
determining the real cost of borrowing for untraded debt obligations involves fairly detailed knowledge 
of financial arrangements that are usually not public"44 (although they are likely to be known to the 
UAE government). Finally, even determining the percentage of the joint venture that is financed by debt 
and the percentage financed through equity is not without complications, e.g. whether short-term loans 
and trade payables should be considered as debt financing. Once a WACC is determined it must then be 
applied to returns that must themselves be adjusted to reflect their "true" economic value. The 
subjectivity insures ample opportunity for political manipulation as well as effective negotiation in 
approving joint ventures for offset credits and in determining the amount applied towards fulfillment of 
the offset obligation.45 Despite these potential disadvantages to the approach of the UAE, it is 
reportedly being emulated by several industrialized nations in Europe, Southeast Asia and Africa.46 
Saudi Arabia, for example, expects its offset ventures to generate an internal rate of return of at least 10 
percent.47 

Some contractors have experienced difficulty in meeting the stringent criteria of the UAE's offset 
policy. As mentioned earlier, Giat Industries incurred a large offset obligation to the UAE as a result of 
a large sale of Leclerc battle tanks. Giat found itself in difficulty from the beginning because it lost 
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approximately two years in assembling and implementing acceptable offset ventures. Some analysts 
have concluded that Giat will be unable to meet its offset obligations, but others believe that its recent 
efforts have put it on track to fulfilling its contract.48 In addition to the problems faced by Giat, the 
Czech company Tatra, which was awarded a contract for 1,127 heavy off-road vehicles to support the 
Leclerc tanks, has found it difficult to identify projects that will comply with the profitability 
requirements necessary to meet its $108 million offset obligation.49 Possibly as a result of the 
difficulties that some contractors have experienced with the rigorous offset credit criteria in the UAE, a 
special-purpose investment vehicle, Abu Dhabi Investment Co. (ADIC), has been established for the 
purpose of facilitating offset participation. Giat Industries used ADIC to form Combined Cargoes UAE, 
a joint venture between a Norwegian company recruited by Giat (Torvald Klaveness Group), ADIC 
itself, and United Technical Services (of Abu Dhabi), created for the purpose of owning, operating and 
brokering cargoes and vessels.50 Criticism of the UAE system from contractors has not, however, 
caused the UAE government to relax its restrictions.51 

Difficulties in fulfilling offset obligations in the relatively underdeveloped economies of the Middle 
Eastern countries is not limited to the rigorous system of the UAE. As was mentioned earlier, U.S., 
U.K., and French contractors have had difficultly fulfilling their obligations even under the more flexible 
regime of Saudi Arabia. In addition, the government of Oman has criticized contractors in the U.K. for 
lack of due diligence in pursuing the voluntary offset arrangements that Oman insisted upon in its 
military equipment purchases from the U.K.52 

III. Activities in Anticipation of Offset Credit 

Another important development in offsets in the Middle East is the practice of making investment in 
anticipation of receiving a contract for the sale of military equipment. The stringent UAE approach to 
granting offset credits has encouraged contractors to "pre-perform" their offset obligations.53 For 
example, when McDonnell Douglas was competing to secure a contract from the UAE to sell 
approximately $5 billion worth of jet fighters, it announced a plan to build a $18 million plant in the 
UAE to refine oils used in numerous substances such as shampoo and paint, hoping to entice the UAE 
government to purchase its F- 15.54 The UAE's proposal to acquire additional jet fighters led to 
additional preperformance on the part of the competitors. France's Dassault Aviation, Thomson-CSF 
and Snecma jointly formed an offset office in Abu Dhabi known as the French Fighter Investment & 
Cooperation Program. Shortly after announcing the opening of the office, the French partners 
announced that they would team with Al-Hamed Enterprises to form a joint venture known as 
Franserres UAE, which will build greenhouses to produce fresh flowers for local markets and for export 
to Europe and Japan.ss Lockheed Martin also performed some offsets in the UAE in support of its 
successful bid to sell F- 16's to that country. British Aerospace invested over $20 million to acquire a 
15 percent stake in a UAE company known as Oasis Investment Leasing Co. at the same time that it 
was bidding on the contract to sell fighters to the UAE, but both parties denied that it was a pre-
performance of an anticipated offset arising from the possible sale of the new fighters. It may be an 
investment vehicle that British Aerospace intends to use to fulfill future offset obligations, either 
through preperformance or as incurred.6 

Yet another example from the UAE is the Abu Dhabi Ship Building Company (ADSB), a joint venture 
established between investors in the UAE, the UAE government and Newport News Shipbuilding to 
build and repair ships. This joint venture was established in 1993 and counted towards the offset 
obligation of Newport News Shipbuilding, despite the fact that at the time Newport News Shipbuilding 
had no offset obligation in the UAE. Newport News Shipbuilding management evidently saw ADSB as 
a good investment opportunity and a solid basis for long-term business relationships in the UAE.57 The 
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company probably also hoped to get a jump on its competitors for the sale of six fast patrol boats worth 
approximately $1 billion.58 Finally, Construcciones Aeronauticas SA (CASA) of Spain established a 
joint venture with Al Ain International of the UAE, known as Giralda Emirates, to manufacture bricks 
and tile to support CASA's bid to sell $200 million of maritime patrol aircraft. The ability to pre-
perform offset obligations and to count the credits thus earned is not unique to the UAE. Prior to the 
signing of the Al Sawari II contract for three frigates, French companies began promoting investment in 
Saudi Arabia, even in the absence of an institutional arrangement for banking these investments as 
credits.59 

IV. Offset Credits as a Medium of Exchange 

Newport News Shipbuilding probably had greater confidence in entering in the ADSB joint venture 
because it knew that not only could the offset credits it earned be applied to its own offset obligation, 
they could be sold or traded to other contractors who needed such credits to fulfill their own offset 
obligations. In contrast to the practices of countries such as Kuwait,bo offset credits in the UAE can be 
banked for up to ten years and are transferable. All credits are considered to be of the same value. The 
trading is conducted through a UAE clearing bank and the premium or the discount paid for or 
deducted from the sale or purchase of the credits gives the UAE Offsets Group an idea of how 
successful contractors have been, or anticipate being, in fulfilling their offset obligations." If contractors 
are paying a premium to purchase offset credits, they must be having difficulty in meeting their own 
offset obligations. (The UAE Offsets Group might want to consider relaxing some of its requirements 
for counting offset investment.) If, on the other hand, offset credits are trading at a discount, there is 
likely to be a glut of such credits on the market and contractors may wish to "unload" them before they 
expire. (In that event, the UAE Offsets Group might want to limit the types of investments for which it 
grants offset credit or otherwise raise the threshold for offset credit generation.) Dr. Amin Badr El-Din, 
chairman of the United Arab Emirates offsets group, has even raised the possibility of offering offset 
credit futures, in which joint venture businesses that have a high probability of generating a certain level 
of profitability in the future could sell the rights to the offset credits that future profitability would 
generate.62 Additional ideas set forth by Dr. El-Din have been the concept of offset exchange rates 
among countries whose contractors have incurred such obligations and the concept of investment funds 
in offset fulfillment, involving prime defense contractors, property developers, engineering companies, 
conglomerates, energy specialists, communication companies, investment bankers, lawyers, 
accountants, and financiers as a way for prime contractors to meet their increasingly large offset 
obligations.63 

A major issue that must eventually be confronted is what view taxation authorities are likely to take 
toward the accumulation and trading of offset credits. Taxation authorities generally dislike most forms 
of countertrade because they make assessments of value - and therefore of taxes owing on exchanges - 
difficult.64 If offset credits begin to be accumulated and traded regularly, tax laws may permit them to 
be assessed and taxed. The Internal Revenue Code takes a very expansive view of gross income: "[all 
income from whatever source derived."65 It includes numerous items not ordinarily regarded as income 
and can be received not only in the form of cash or cash equivalents, but also in the form of property or 
services.66 To the extent that offset credits are considered a form of property, gains derived from 
dealing in them are generally included in gross income and can be either ordinary income or capital 
gains, depending on whether the offset credit is considered a "capital asset."6' While research 
conducted in connection with this article produced no authority on the subject of offsets, the U.S. 
Internal Revenue Service has ruled that members of "barter clubs" who provide goods or services in 
exchange for "trade" or "credit" units, or who give up accumulated trade or credit units in exchange for 
goods and services, must include the value of the goods or services in their gross income. The language 
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of the membership agreement and operations manual of the barter club may indicate explicitly or 
implicitly the equivalent dollar value of the goods or services.bg To the extent that offset credits are 
"bartered" in arrangements that resemble these barter clubs, the IRS is quite likely to hold that their 
exchange results in gross income. Such a ruling would probably have the effect of impeding the 
development of such exchanges. 

In contrast to the practice in the UAE, Israel's practice of strongly encouraging "offset-like" agreements 
when its importers enter into contracts with foreign suppliers has the disadvantage that such credits 
cannot be banked, transferred or cashed. This inability to accumulate or transfer credits from one 
transaction to another is particularly important, since these private-sector-imposed obligations now 
exceed public-sector mandatory civil offsets by a considerable margin.69 

V. Middle Eastern Countries on the Receiving End of Offset Requirements 

The other important development is that Middle Eastern countries are finding themselves on the "other 
end" of offset obligations. Israel, in particular, is now finding that it must agree to offset obligations in 
order to sell its systems abroad, rather than merely imposing offset obligations (in the sense that it 
requires "participation" as a condition of purchasing foreign systems) as a condition of buying a system 
from a foreign country, as it has done in the past. For example, Rafael of Israel offered a direct offset to 
India in the form of a coproduction arrangement for interception boats for the Indian navy and coast 
guard.70 In another example, the Israeli company Lahav Aircraft Industries offered a 40 percent offset 
proposal in an offer to upgrade Hungarian MiG-21 fighters." The pressure on Israeli industries to fulfill 
offset obligations is likely to become particularly acute in their dealings with Turkey, where Israeli 
companies have over $800 million in awarded and planned military contracts, mainly for the 
modernization of Turkish F-4 and F-5 fighters and a contract for the Popeye missiles. Fulfillment of 
these offset obligations may involve Israeli purchase of an armored vehicle built by Istanbulbased 
Otokar, and Turkish participation in Israel's Arrow anti-tactical ballistic missile system.72 Elgan Ltd., 
an Israeli company that was established about twenty years ago to promote Israeli exports, now assists 
Israeli companies facing offset requirements abroad as well as foreign companies fulfilling their offset 
obligations in Israel. Elgan estimates, however, that only about ten Israeli companies now face offset 
obligations abroad, and only five do so on a regular basis.73 

It does not appear that this new Israeli role has reduced the government's policy of requiring offsets in 
its own procurements from abroad, or encouraging Israeli private companies to seek offset-like 
concessions from their foreign suppliers.74 

CONCLUSION 

Despite the objections of economists and the official U.S. policy discouraging them, offsets show no 
sign of disappearing or even of shrinking in importance. Those companies, therefore, seeking to sell 
military and expensive civil systems to Middle East countries will find (1) offset requirements will 
become more, not less, characteristic of sales to Middle Eastern countries; (2) Middle Eastern countries 
that have themselves benefited by imposing offset obligations will increasingly be obligated to fulfill 
such obligations in connection with their own sales of military equipment; (3) the investments that will 
qualify for offset credit are likely to shrink; (4) Middle Eastern countries will use increasingly 
sophisticated forms of financial measurements to determine profitability; and (5) countries will 
increasingly scrutinize the past performance of contractors and the efforts that they are making to invest 
in their countries even prior to the award of a contract. Fortunately, defense contractors are also likely 
to find that offset credits will become an increasingly fungible medium of exchange, a welcome 



'RFXPHQW 3DJH �� RI ��

����STGZHE"76 ���������	'LG ���������������	0WG �	)PW �	6F4 ������ ������

development as long as it does not lead to tax implications. Defense contractors selling systems in the 
Middle East may find that they have to adopt techniques of investment analysis similar to those used by 
investment bankers in order to assess which investments are likely to be profitable and to fulfill the 
offset requirements incurred as part of foreign sales. Offsets will, however, remain as much a political 
as an economic tool: the right political climate and connections can bring relief from such obligations 
even where they would ordinarily be imposed.75 

In the absence of a dramatic change in attitude by Middle East governments, offsets will continue to be 
a major factor with which defense and other contractors will have to contend as a condition of doing 
business in the Middle East. Contractors that plan on how to meet their likely offset obligations at the 
same time that they are putting together a sales proposal are more likely both to sell the system in 
question and to fulfill the offset obligations incurred as a result of the sale. 

[Footnote]
2IIVHW DUUDQJHPHQWV EHJDQ LQ WKH ODWH ����V� 2QH RI WKH ILUVW 8�6� H[DPSOHV ZDV WKH FRSURGXFWLRQ RI WKH )��� MHW ILJKWHU DQG +DZN

VXUIDFH�WR�DLU PLVVLOH LQ :HVWHUQ (XURSH LQ WKH HDUO\ ����V� /HR :HOW� �7KH 2IIVHWWLQJ )DFWRU�� 'HIHQVH 	 )RUHLJQ $IIDLUV�

'HFHPEHU� ����� S� ��� � 7KH PRVW FRPPRQ FRPSODLQWV PDGH DJDLQVW RIIVHWV DUH WKDW� � � � WKH\ FRVW MREV LQ WKH FRXQWU\ RI WKH

FRPSDQ\ DJUHHLQJ WR WKH RIIVHW� DQG ��� WKH\ FUHDWH FRPSHWLWRUV �JHQHUDOO\ WKURXJK WHFKQRORJ\ WUDQVIHU DQG WKH DFTXLVLWLRQ RI

RWKHU VNLOOV� LQ WKH FRXQWU\ LPSRVLQJ WKH RIIVHW UHTXLUHPHQW DQG EHQHILWLQJ IURP WKH RIIVHW� 6HH &KDUOHV 0� 6HQQRWW� �2IIVHWV� ,Q

WKHVH GHDOV� $PHULFDQ ZRUNHUV SD\�� %RVWRQ *OREH� )HEUXDU\ ��� ����� S� %, �� 2IIVHWV GR QR KDUP WR WKH SULPH FRQWUDFWRUV DQG

VHUYLFHV WR SULYDWH FRQWUDFWRUV� &KLS %ORFN� �0DQGDWRU\ 2IIVHWV LQ ,QWHUQDWLRQDO 6DOHV $UH &RVWLQJ 86 -REV� 3URILWV�� 1DWLRQDO

'HIHQVH� $SULO ����� S� ��� +HOHQH &RRSHU� �86 'HIHQVH )LUPV +XUW E\ 
2IIVHW
 'HDOV DEURDG�� :DOO 6WUHHW -RXUQDO� 0D\ ��� �����

SS� $� DQG $��� 7KH RYHUDOO HIIHFW RI RIIVHWV RQ WKH GHIHQVH LQGXVWULDO EDVH KDV EHHQ GHEDWHG EXW LV SUREDEO\ LPSRVVLEOH WR

PHDVXUH� VLQFH LW LV YHU\ KDUG WR GHWHUPLQH ZKLFK FRQWUDFWV ZRXOG QRW KDYH RFFXUUHG EXW IRU WKH RIIVHWV WKDW WKH VHOOHU DJUHHG WR�

6HH 'HQQLV :LOVRQ� �%DODQFLQJ (IILFLHQF\ ZLWK (TXLW\ LQ )RUHLJQ 'HIHQVH $FTXLVLWLRQV�� 1DYDO :DU &ROOHJH 5HYLHZ� 7KH PRVW

FRPPRQ FRPSODLQWV P9RO� ;/9,,,� 1R� �� 6SULQJ ����� S� ���

[Footnote]

 *HQHUDO $FFRXQWLQJ 2IILFH� 0LOLWDU\ ([SRUWV� 2IIVHW 'HPDQGV &RQWLQXH WR *URZ� *$2,16,$'������� $SULO ����� SS� ���� �*$2�

2IIVHW 'HPDQGV *URZ�� -HII &ROH DQG +HOHQH &RRSHU� �%X\HUV RI 86 $UPV 7RXJKHQ 'HPDQGV�� :DOO 6WUHHW -RXUQDO� $SULO ��� �����

S� $� DQG $��� � 6HH 6DOO\ +� %DWK� 'LUHFWRU� 2IILFH RI $HURVSDFH� 'HSDUWPHQW RI &RPPHUFH� �2IIVHWV DQG 8�6� ,QWHUHVWV LQ &LYLO

$HURVSDFH�� S� �� 3UHVHQWHG DW �&RQIHUHQFH RQ 2IIVHWV DQG WKH 1DWLRQDO ,QWHUHVW�� :DVKLQJWRQ '&� )HEUXDU\ ��� ����� /DUJH

WHOHFRPPXQLFDWLRQV FRQWUDFWV KDYH DOVR EHHQ WKH VXEMHFW RI RIIVHW DJUHHPHQWV� LQ ���� $7	7 DJUHHG WR DQ RIIVHW REOLJDWLRQ LQ

FRQQHFWLRQ ZLWK D ��ELOOLRQ WHOHSKRQH H[SDQVLRQ SURMHFW LQ 6DXGL $UDELD� 6HH 5RQ 0DWWKHZV� �6DXGL $UDELD
V 'HIHQVH 2IIVHW

3URJUDPPHV� 3URJUHVV� 3ROLF\ DQG 3HUIRUPDQFH�� 'HIHQVH DQG 3HDFH (FRQRPLFV� YRO� �� ����� S� ���� 7KLV H[SODQDWLRQ RI WKH

RULJLQ RI WKH ZRUG RIIVHW ZDV RIIHUHG LQ %DWK� �2IIVHWV DQG 8�6� ,QWHUHVWV�� S� �� � 6RPH FRPPHQWDWRUV KDYH UHIHUUHG WR �VHPLGLUHFW�

RIIVHWV� DJUHHPHQWV WKDW WKH YHQGRU ZLOO LQFRUSRUDWH FRPSRQHQWV SURGXFHG E\ WKH SXUFKDVLQJ QDWLRQV LQ LWHPV VROG WR WKLUG

FRXQWULHV RU HYHQ LQ LWHPV VROG LQ WKH VHOOLQJ FRXQWU\
V KRPH PDUNHW� :LOVRQ� �(IILFLHQF\ ZLWK (TXLW\�� S� ��� � 7KLV WDEOH DSSHDUHG

LQ 0LFKDHO &]LQNRWD DQG ,ONND 5RQNDLQHG� ,QWHUQDWLRQDO 0DUNHWLQJ� �WK HG�� 7KH 'U\GHQ 3UHVV� 2UODQGR� )ORULGD� ����� S� ����

[Footnote]
0XOWLSOLHUV DUH RIWHQ XVHG E\ JRYHUQPHQWV WR GLUHFW LQYHVWPHQW RU SXUFKDVHV WR FHUWDLQ LQGXVWULHV RU W\SHV RI EXVLQHVVHV �H�J� VPDOO

RU PHGLXP�VL]HG EXVLQHVVHV�� 7KH\ PD\ DOVR UHIOHFW WKH KLJK LQLWLDO FRVW WR GHYHORS WKH WUDQVIHUUHG LWHP RU WHFKQRORJ\ RQ WKH SDUW

RI WKH VHOOHU� ,QWHUQDWLRQDO 0DUNHWLQJ� S� ���� ,Q WKH FDVH RI WKH VDOH RI WKH )��� +RUQHW ILJKWHU WR )LQODQG� IRU H[DPSOH� 0F'RQQHOO

'RXJODV �QRZ %RHLQJ� KDG IURP 0D\ ���� XQWLO ���� WR IXOILOO LWV RIIVHW DJUHHPHQW� ,QWHUQDWLRQDO 0DUNHWLQJ� S� ���� ,R 7KH RIIVHW

SDFNDJH RIIHUHG E\ 0F'RQQHOO 'RXJODV LV ZLGHO\ EHOLHYHG WR KDYH EHHQ RQH RI WKH LPSRUWDQW UHDVRQV ZK\ WKH )LQQLVK *RYHUQPHQW

VHOHFWHG WKH )��� UDWKHU WKDQ FRPSHWLQJ ILJKWHU SODQHV� WKH 86 �WKHQ� *HQHUDO '\QDPLFV )���� WKH )UHQFK 'DVVDXOW�%UHJXHW 0LUDJH

������� DQG WKH 6ZHGLVK ,QGXVWULJUXSSHQ -$6�� *U\SHQ� ,QWHUQDWLRQDO 0DUNHWLQJ� SS� ������� ����

[Footnote]
��([SUHVVLRQV RI LQGXVWU\ DQG JRYHUQPHQW GLVOLNH RI RIIVHWV FDQ EH IRXQG LQ 6HQQRWW� �$PHULFDQ ZRUNHUV� S�% ,�� 7KH 8�6�

*RYHUQPHQW UHJDUGV RIIVHWV DV �HFRQRPLFDOO\ LQHIILFLHQW DQG PDUNHW GLVWRUWLQJ�� EXW LWV HIIRUWV WR UHGXFH WKHP� HYHQ LQ FDVHV ZKHUH

SXUFKDVHV DUH IXQGHG E\ 8�6� )RUHLJQ 0LOLWDU\ )LQDQFLQJ� KDYH EHHQ OLPLWHG� 6HH �2IIVHWV LQ 'HIHQVH 7UDGH�� %XVLQHVV $PHULFD� YRO�

�� �� 'HSDUWPHQW RI &RPPHUFH� 6HSWHPEHU ���� �RQOLQH YHUVLRQ��

[Footnote]
�� )RU H[DPSOH� FRQVLGHUDEOH FRQWURYHUV\ VXUURXQGHG WKH VDOH RI $:$&6 E\ WKH 8QLWHG 6WDWHV WR 6DXGL $UDELD LQ WKH HDUO\ ����V

EHFDXVH LW HQKDQFHG 6DXGL ZDU�PDNLQJ FDSDELOLWLHV� �� 7KH GDWD IRU WKH FKDUW ZHUH IRXQG LQ D FKDUW HQWLWOHG 'HIHQVH 2IIVHW

7UDQVDFWLRQV E\ 5HJLRQ DQG ,QGXVWU\� ��������� LQ �2IIVHWV�� %XVLQHVV $PHULFD� �� 7KH GDWD LQ WKH FKDUW FDPH IURP �2IIVHWV��

%XVLQHVV $PHULFD� 7KH IROORZLQJ LQGXVWULDO VHFWRUV KDG QR RIIVHW YDOXHV IURP WKH 0LGGOH (DVW� DOWKRXJK HDFK KDG VRPH RIIVHW YDOXHV

IURP RWKHU JHRJUDSKLF UHJLRQV� 0LQLQJ� *HQHUDO &RQWUDFWRUV� +HDY\ &RQVWUXFWLRQ� &RQVWUXFWLRQ � 6SHFLDOW\ 7UDGHV� )RRG DQG

.LQGUHG 3URGXFWV� 7H[WLOH 0LOO 3URGXFWV� $SSDUHO DQG 2WKHU )LQLVKHG 3URGXFWV� 3DSHU 0LOOV DQG $OOLHG 3URGXFWV� 3ULQWLQJ DQG

3XEOLVKLQJ� 6WRQH� &OD\� DQG *ODVV 3URGXFWV� :DWHU 7UDQVSRUWDWLRQ� 7UDQVSRUWDWLRQ 6HUYLFHV� :KROHVDOH 7UDGH �� 'XUDEOHV�

:KROHVDOH 7UDGH � 1RQ�GXUDEOHV� 1RQGHSRVLWRU\ &UHGLW ,QVWLWXWLRQV� 0LVFHOODQHRXV 5HSDLU 6HUYLFHV DQG 8QGHWHUPLQHG� �� )RU

H[DPSOH� EHWZHHQ ���� DQG ���� 6DXGL $UDELD LPSRUWHG DUPV ZRUWK ������ WULOOLRQ� PDNLQJ LW WKH ZRUOG
V WRS DUPV LPSRUWHU� 3DXO

0DQQ� �*OREDO $UPV ([SRUWV &RQWLQXH 'HFOLQH�� $YLDWLRQ :HHN 	 6SDFH 7HFKQRORJ\� 6HSWHPEHU �� ����� S���� �� (GZDUG 3KLOOLSV

DQG -RKQ '� 0RUURFFR� �8QLWHG $UDE (PLUDWHV 2UGHU �� )���
V� $YLDWLRQ :HHN 	 6SDFH 7HFKQRORJ\� 0DY ��� ����� '����

[Footnote]
�� 7KH FKDUW LV DGDSWHG IURP LQIRUPDWLRQ WKDW DSSHDUHG LQ �2IIVHWV�� %XVLQHVV $PHULFD� 0RUH GHWDLOHG LQIRUPDWLRQ RQ RIIVHWV LQ
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.XZDLW� 6DXGL $UDELD DQG WKH 8QLWHG $UDE (PLUDWHV DSSHDUHG LQ *$2� 2IIVHW 'HPDQGV *URZ� SS������� \V �.XZDLW 7R ([WHQG 2IIVHW

3ROLF\ WR &LYLO &RQWUDFWV�� &RXQWHUWUDGH 	 2IIVHW� YRO�;9,� QR� �� )HE� �� ����� ,�O� 0DWWKHZV� �6DXGL $UDELD
V 2IIVHW 3URJUDPPHV��

S� ����

[Footnote]
�� ,ELG�� S� ���� �� ,ELG�� S� ������� �� ,ELG�� S� ������� �� ,ELG� S� ���

[Footnote]
�� ,ELG�� S� ������� ,W LV QRW FOHDU WKDW LQYHVWPHQW LQ D GHIHQVH LQGXVWULDO EDVH LV HFRQRPLFDOO\ YHU\ PHDQLQJIXO LQ OLJKW RI WKH

RYHUFDSDFLW\ WKDW QRZ H[LVWV LQ WKH ZRUOG�ZLGH GHIHQVH LQGXVWU\� ,G� SS� ������� ,ELG�� S� ���� ,ELG�� S� ������� ,ELG�� S� �������

[Footnote]
�� �6DXGL 2IIVHW 6XFFHVV 6SXUV *UHDWHU )RFXV RQ 3URJUDP�� &RXQWHUWUDGH 	 2IIVHW� YRO�;9� QR�O�� -XQH ��� ����� S��� 'HVSLWH WKHVH

ORZ SHUIRUPDQFH ILJXUHV� WKH VDPH DUWLFOH VD\V WKDW 6DXGL DXWKRULWLHV UHJDUG WKH RIIVHWV SURJUDP DV VXFFHVVIXO DQG PD\ LPSRVH

RIIVHW UHTXLUHPHQWV RQ DGGLWLRQDO FLYLO FRQWUDFWV� 6DXGL DXWKRULWLHV PD\� KRZHYHU� VKLIW ZRUN WR MRLQW YHQWXUHV FUHDWHG LQ

VDWLVIDFWLRQ RI RIIVHW REOLJDWLRQV� WKXV KHOSLQJ WR HQVXUH SURILWDELOLW\� �2IIVHW 6SDZQHG -9
V %HFRPH 7KH ,GHDO )RU 6DXGL 3URJUDP��

&RXQWHUWUDGH 	 2IIVHW� YRO� ;9� QR� ��� -XQH ��� ����� SS� ���� �� �6DXGL 2IIVHW 6XFFHVV 6SXUV *UHDWHU )RFXV 2Q 3URJUDP��

&RXQWHUWUDGH 	 2IIVHW� YR,�;9� QR� ��� -XQH ��� ����� S� ��

[Footnote]
�� �6DXGLV 0DNH 2IIVHWV 0DQGDWRU\� $GG 3HQDOW\ &ODXVH�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;9,� QR� -DQ� ��� ����� SS� ���� �� )RU

H[DPSOH� ,VUDHO PD\ ZDQW WKH ZLQQHU RI D FRPSHWLWLRQ WR SXUFKDVH QHZ ILJKWHU MHWV WR IXOILOO LWV �LQGXVWULDO FRRSHUDWLRQ DJUHHPHQW�

WKURXJK WKH SXUFKDVH RI ,VUDHOL PLOLWDU\ HTXLSPHQW� �)LJKWHU 3URFXUHPHQW %ULQJV 1HZ /RRN DW ,VUDHOL ,3�� &RXQWHUWUDGH 	 2IIVHW�

YRO�;9,� QR��� )HE� ��� ����� S� �� ,VUDHO FRPSDQLHV VXFK DV ,VUDHOL $LUFUDIW ,QGXVWULHV� &\FORQH $YLDWLRQ 3URGXFWV� ,VUDHO 0LOLWDU\

,QGXVWULHV DQG 7$7 $HUR KDYH UHFHLYHG FRQWUDFWV LQ FRQQHFWLRQ ZLWK WKH VDOH RI WKH )���� ILJKWHU�

[Footnote]
6WHSKHQ 0DUWLQ DQG +DUWOH\ .HLWK� �8. )LUPV
 ([SHULHQFH DQG 3HUFHSWLRQV RI 'HIHQVH 2IIVHWV� 6XUYH\ 5HVXOWV�� 'HIHQVH DQG 3HDFH

(FRQRPLHV� YRO��� QR��� ����� SS� �������� 7KLV WHQGHQF\ RI QDWLRQV ZLWK OHVV GHYHORSHG HFRQRPLHV WR SUHIHU LQGLUHFW RIIVHWV ZDV

DOVR QRWHG LQ *$2� 2IIVHW 'HPDQGV *URZ� SS���������� 7XUNLVK JRYHUQPHQW RIILFLDOV� LQ FRQWUDVW� EHOLHYH WKDW WKH\ KDYH JDLQHG

PRUH IURP GLUHFW RIIVHWV UDWKHU WKDQ LQGLUHFW RQHV� �$ 5HYLHZ RI 7XUNH\
V 2IIVHW 6XFFHVVHV���	 7KHLU )DPLOLHV�� &RXQWHUWUDGH 	

2IIVHW� YRO� ;9,� QR��� -DQ� ��� ����� S� �� 7KHVH H[DPSOHV ZHUH JLYHQ LQ *$2� 2IIVHW 'HPDQGV *URZ� S� ��� $GGLWLRQDO H[DPSOHV

LQ WKH FDVH RI *LDW FDPH IURP �*LDW /RRNV IRU )XWXUH 2IIVHW 6WDNHV LQ 8$( 3ULYLDWL]DWLRQ�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;9� QR� ��

-DQ� ��� ����� SS� ��� DQG �2IIVHW &UHGLW *LYHQ WR *LDW -9 $JDLQVW /HFOHUF 7DQN 6DOH� &RXQWHUWUDGH 	 2I VHW� YRO� ;9� QR� ���

6HSWHPEHU ��� ����� S� �� 7KH 5D\WKHRQ H[DPSOH ZDV JLYHQ LQ �86����E ,QYHVWPHQW ,Q .XZDLW 3OHGJHG IRU 2IIVHW 3URMHFWV��

&RXQWHUWUDGH 	 2IIVHW� YRO� ;9,� QR� �� )HE��� ����� S� ��

[Footnote]
&RXQWHUWUDGH 	 2IIVHW� 9RO� ;9� QR� �� -DQ� ��� ����� SS� ���� &RXQWHUWUDGH 	 2IIVHW� 9RO� ;9� QR� �� 0DUFK ��� ����� S� �� �� 7KH

LQIRUPDWLRQ DERXW WKH RIIVHWV SURJUDP RI WKH 8$( LV WDNHQ PRVWO\ IURP $PLQ %DGU (O�'LQ� �7KH 2IIVHWV 3URJUDP ,Q 7KH 8QLWHG $UDE

(PLUDWHV�� 0LGGOH (DVW 3ROLF\� YRO� 9� 1R� �� -DQ� ����� SS� ������� �� 8�6� GHIHQVH FRQWUDFWRUV KDYH FKDUDFWHUL]HG WKH 8$( RIIVHWV

SROLF\ WR WKH *HQHUDO $FFRXQWLQJ 2IILFH DV �SDUWLFXODUO\ FRVWO\ DQG LPSUDFWLFDO�� *$2� 2IIVHW 'HPDQGV *URZ� S� ��� �5HYLHZ 2I

2IIVHW &RPSOLDQFH 3URFHGXUHV ,Q 7KH (PLUDWHV�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;9� QR� ��� -XQH ��� ����� SS� ����

[Footnote]
7KLV GHVFULSWLRQ RI (9$�70� LV FRQWDLQHG LQ *� %HQQHWW 6WHZDUW ,,,� �(9$�70�� )DFW $QG )DQWDV\�� -RXUQDO RI $SSOLHG &RUSRUDWH

)LQDQFH� YRO� �� QR� �� 6XPPHU ����� SS� ������ 7KLV FDOFXODWLRQ FDQ EH HVSHFLDOO\ FRPSOLFDWHG� 6WHUQ 6WHZDUW 	 &R� KDV LGHQWLILHG

��� ZD\V LQ ZKLFK DFFRXQWLQJ FDOFXODWLRQV PDGH DFFRUGLQJ WR *HQHUDOO\ $FFHSWHG $FFRXQWLQJ 3ULQFLSOHV PD\ KDYH WR EH DGMXVWHG WR

FDOFXODWH (9$�70�� 7KH DUWLFOH QRWHV� KRZHYHU� WKDW XVXDOO\ �RQO\� �� WR �� DGMXVWPHQWV QHHG WR EH PDGH� *� %HQQHWW 6WHZDUW ,OO�

�(9$�70�� )DFW $QG )DQWDV\�� -RXUQDO RI $SSOLHG &RUSRUDWH )LQDQFH� YRO� �� QR� �� 6XPPHU ����� S� ���

[Footnote]
7KH &DSLWDO $VVHW 3ULFLQJ 0RGHO �&$30� LV XVHG WR FDOFXODWH D VSHFLILF FRPSDQ\
V FRVW RI FDSLWDO� ,W EHJLQV ZLWK WKH FRVW RI HTXLW\

FDSLWDO� ZKLFK LV GHWHUPLQHG E\ EHJLQQLQJ ZLWK WKH ULVN IUHH UDWH �XVXDOO\ JRYHUQPHQW ERQGV� DQG DGGLQJ WR LW WKH PDUNHW ULVN

SUHPLXP WLPHV WKH FRPSDQ\
V �EHWD�� 7KH EHWD RI D SDUWLFXODU FRPSDQ\ LV FDOFXODWHG WKURXJK D UHJUHVVLRQ DQDO\VLV WKDW VHHNV WR

PHDVXUH KRZ PXFK PRUH D FRPSDQ\
V VKDUH SULFHV ULVH� DQG KRZ PXFK PRUH WKH\ IDOO� WKDQ GR WKH VKDUH SULFHV RI VLPLODUO\

VLWXDWHG FRPSDQLHV� 7KH FRVW RI GHEW FDSLWDO LV DVFHUWDLQHG WKURXJK WKH LQWHUHVW UDWH DW ZKLFK WKH ILUP ERUURZV PRQH\ LQ WKH FDSLWDO

PDUNHWV� DGMXVWHG IRU WD[HV� 7KH :HLJKWHG $YHUDJH &RVW RI &DSLWDO �:$&&� LV WKHQ FDOFXODWHG E\ PXOWLSO\LQJ WKH FRVW RI HTXLW\

FDSLWDO E\ WKH SHUFHQWDJH RI WKH FRPSDQ\ ILQDQFHG WKURXJK GHEW� 7KLV :$&& LV RIWHQ UHIHUUHG WR DV WKH �KXUGOH UDWH�� WKH DPRXQW

WKDW DQ\ SURMHFW PXVW UHWXUQ WR EH FRQVLGHUHG E\ WKH FRUSRUDWLRQ� DQG WKH GLVFRXQW UDWH WKDW WKH FRPSDQ\ XVHV WR PDNH

FDOFXODWLRQV RI 1HW 3UHVHQW 9DOXH RI FDVK IORZV� )RU D IXOO H[SODQDWLRQ RI FDOFXODWLQJ :$&& WKURXJK &$30� VHH 6WHSKHQ 5RVV�

5DQGROSK :HVWHUILHOG� -HIIUH\ -DIIH� &RUSRUDWH )LQDQFH� �WK HG�� ,UZLQ� &KLFDJR� ,,,� ����� SS� ������� 8VLQJ QHW SUHVHQW YDOXH DV D

ZD\ RI GHFLGLQJ ZKLFK LQWHUQDO LQYHVWPHQW SURSRVDOV WR SXUVXH KDV ODUJHO\ UHSODFHG RWKHU OHVV VRSKLVWLFDWHG PHDVXUHV VXFK DV WKH

SD\EDFN SHULRG UXOH� WKH GLVFRXQWHG SD\EDFN SHULRG UXOH� WKH DYHUDJH DFFRXQWLQJ UHWXUQ� WKH LQWHUQDO UDWH RI UHWXUQ� DQG WKH

SURILWDELOLW\ LQGH[� 6WHSKHQ 5RVV� 5DQGROSK :HVWHUILHOG� -HIIUH\ -DIIH� &RUSRUDWH )LQDQFH� �WK HG�� ,UZLQ� &KLFDJR� ���� ����� SS�

������� �� $Q DWWHPSW WR PLPLF (9$�70� PD\ QRW EH WKH RQO\ HYLGHQFH RI WKH VRSKLVWLFDWLRQ RI WKH 8$(
V RIIVHW SURJUDP� 7KH

SHQDOW\ IRU QRQ�IXOILOOPHQW RI RIIVHW REOLJDWLRQV LV ��� SHUFHQW� ��� SHUFHQW DERYH WKH PD[LPXP �FRVW SUHPLXP� FDOFXODWHG E\ WZR

FRPPHQWDWRUV DV WKH SULFH RI LQVLVWLQJ RQ DQ RIIVHW REOLJDWLRQ� UDWKHU WKDQ MXVW EX\LQJ �RII�WKH�VKHOI�� 7KLV FDOFXODWLRQ ZDV�

KRZHYHU� IRU SXUFKDVHV E\ WKH JRYHUQPHQW RI WKH 8. IURP FRQWUDFWRUV LQ WKH 8�6� ,W LV� KRZHYHU� RQH RI WKH IHZ DWWHPSWV WR DVVHVV

WKH LPSDFW RI RIIVHWV RQ WKH SULFH RI WKH DFTXLUHG V\VWHP� 6WHSKHQ 0DUWLQ DQG .HLWK +DUWOH\� �8. )LUPV ([SHULHQFH $QG 3HUFHSWLRQV

2I 'HIHQVH 2IIVHWV� 6XUYH\ 5HVXOWV�� 'HIHQVH DQG 3HDFH (FRQRPLHV� YRO� �� ����� SS� ������� 7KH FRPSDULVRQ EHWZHHQ LQYHVWPHQW

EDQNLQJ DQG WKH 8$(
V RIIVHWV SURJUDP ZDV PDGH H[SOLFLWO\ E\ (O'LQ LQ �8$(
V 2IIVHW &KLHI 	 +LV +DUG /LQH )RU 6XSSOLHUV��

&RXQWHUWUDGH 	 2IIVHW� YRO� ;9� QR� ��� -XQH ��� ����� SS� ����

[Footnote]
� &DOFXODWLRQ RI WKH �UHDO� FRVW RI GHEW HTXLW\ XVXDOO\ PHDQV GHWHUPLQLQJ WKH �\LHOG WR PDWXULW\� RI ERQGV� QRW MXVW WKHLU IDFH YDOXH�

�� 7KLV IOH[LELOLW\ LQ DSSO\LQJ WKH PHFKDQLFV RI FDOFXODWLQJ WKH RIIVHW FUHGLW ZDV QRWHG LQ �%U\DQ &DYH //3 $VVRFLDWHV 5HYLHZ 0LGGOH

(DVW 2IIVHWV�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;,9� QR� ��� $XJXVW ��� ����� S� �� 7KLV �IOH[LELOLW\� PD\ KDYH EHHQ D IDFWRU LQ WKH DELOLW\

RI DQ $HURVSDWLDOH MRLQW YHQWXUH� *DP�$HUR� WR HDUQ RIIVHW FUHGLWV HYHQ WKRXJK LW ZDV D VWDUW�XS FRPSDQ\ WKDW UHPDLQHG LQ WKH UHG�
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�$Q ,QVLGHU
V 9LHZ 2I 8$( 2IIVHWV )URP $HURVSDWLDOH�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;9� QR� ��� -XQH ��� ����� SS� ���� �� �2IIVHWV

LQ WKH 8$(�� 0LGGOH (DVW 3ROLF\� S� ���� �� 0DWWKHZV� �6DXGL $UDELD
V 2IIVHW 3URJUDPPHV�� S� ���� ,QWHUQDO UDWH RI UHWXUQ �,55� LV D

GHWHUPLQDWLRQ RI WKH SHUFHQWDJH WKDW FDXVHV WKH UHWXUQV IURP WKH FDVK IORZV RI D SURMHFW WR EH ]HUR� 7KH SURSRVHG SURMHFW ZLOO EH

DFFHSWHG LI WKH GLVFRXQW UDWH LV OHVV WKDQ WKH ,55� EXW ZLOO EH UHMHFWHG LI WKH GLVFRXQW UDWH H[FHHGV WKH FDOFXODWHG ,55� ,QWHUQDO UDWH

RI UHWXUQ LV GLIILFXOW WR XVH ZKHQ D SURMHFW
V FDVK IORZV ZLOO DOWHUQDWH EHWZHHQ SRVLWLYH DQG QHJDWLYH EHFDXVH LW ZLOO JHQHUDWH VHYHUDO

,55
V� ,QWHUQDO UDWH RI UHWXUQ PD\ DOVR OHDG WR VFDOH DQG WLPLQJ SUREOHPV LQ WKH FDVH RI PXWXDOO\ H[FOXVLYH SURMHFWV� 0RVW DQDO\VWV

EHOLHYH WKDW FDOFXODWLRQ RI WKH QHW SUHVHQW YDOXH RI SURMHFWHG FDVK IORZV LV D EHWWHU ZD\ WR HYDOXDWH D SURMHFW� DOWKRXJK LW UHTXLUHV

FDOFXODWLQJ :$&&� 6WHSKHQ 5RVV� 5DQGROSK :HVWHUILHOG� -HIIUH\ -DIIH� &RUSRUDWH )LQDQFH� �K HG�� ,UZLQ� &KLFDJR� ,OO� ����� SS� ����

���

[Footnote]
�� �*LDW 2YHUFRPLQJ 0DJQLWXGH 2I 7KH )XOILOOPHQW 4XDQGDU\� 
 &RXQWHUWUDGH 	 2IIVHW� YRO�;9� QR� ��� -XQH ��� ����� SS� ���� ��

�&]HFK &RQWUDFWRU )DFLQJ 8$( )XOILOOPHQW 3UHGLFDPHQW�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;9,� QR� �� -DQ� ��� ����� S� �� VR �$',&

3URYLGHV 8$( C6WDUW 8S ,QYHVWPHQWV
 )RU 2EOLJHHV�� &RXQWHUWUDGH 	 2IIVHW� YRO�;9� QR� ��� -XQH ��� ����� S� ��

[Footnote]
� �8$( 2IIVHW *URXS 5HVSRQGV 7R &ULWLFLVP� 5HPDLQV 8Q\LHOGLQJ�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;9� QR� ��� 1RYHPEHU ��� ����� SS�

���� �� �2PDQ 5HSURDFKHV 8. 2YHU 1RQ�3HUIRUPDQFH RI 2IIVHWV�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;9,� QR� �� -DQ� ��� ����� SS� ����

�� �8$(
V 2IIVHW &KLHI 	 +LV +DUG /LQH IRU 6XSSOLHUV�� &RXQWHUWUDGH 	 2IIVHW� YRO ;9� QR� ��� -XQH ��� ����� S� ���� �� &KDUOHV

6HQQRWW� �$PHULFD
V WKH PXVFOH LQ DQ DOO�VWDU FDVW�� %RVWRQ *OREH� )HEUXDU\ ��� ����� S� %�� 3UDWW 	 :KLWQH\ DOVR HQWHUHG LQWR DQ

RIIVHW MRLQW YHQWXUH LQ VXSSRUW RI LWV ELG WR VXSSO\ HQJLQHV IRU WKH QHZ DLUFUDIW� �%LGGHUV $QQRXQFH )RUZDUG 2IIVHWV ,Q 8$(��

&RXQWHUWUDGH 	 2IIVHW� YRO� ;,9� QR� �� -DQXDU\ ��� ����� '� ��

[Footnote]
�� �6XPPDU\ 2I 2IIVHW�5HODWHG 3URFXUHPHQW 	 )XOILOOPHQW�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;9� QR� ��� -XQH ��� ����� S� �� 7KH

)UHQFK )LJKWHU ,QYHVWPHQW 	 &RRSHUDWLRQ 3URJUDP PD\ KDYH JHQHUDWHG RIIVHW FUHGLWV IRU XVH LQ WKH ���� ELOOLRQ FRQWUDFW WKDW

'DVVDXOW UHFHLYHG WR XSJUDGH H[LVWLQJ 0LUDJH ILJKWHUV LQ WKH 8$(
V LQYHQWRU\ WR 0LUDJH ������ FRQILJXUDWLRQ� �8$( 2IIVHW *URXS

$QQRXQFHG 'DVVDXOW�876 -RLQW 9HQWXUH�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;9,� QR� �� -DQ� ��� ����� SS� ��� �� �%DH ,QYHVWPHQW ,Q 8$(

9HQWXUH 1RW 5HFHLYLQJ 2IIVHW &UHGLW�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;9� QR� ��� 6HSWHPEHU �� ����� S� �� �� �2IIVHWV LQ WKH 8$(��

0LGGOH (DVW 3ROLF\� SS� ������� �� �6XPPDU\ 2I 2IIVHW�5HODWHG 3URFXUHPHQW 	 )XOILOOPHQW�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;9� QR� ���

-XQH �� ����B RQ� ����

[Footnote]
0DWWKHZV� �6DXGL $UDELD
V 2IIVHW 3URJUDPPHV�� S� ������� �� .XZDLW SHUPLWV FRQWUDFWRUV WR HDUQ RIIVHW FUHGLWV RQO\ GXULQJ WKH

HLJKW \HDU IXOILOOPHQW WHUP RI DQ H[LVWLQJ FRQWUDFW� )XWXUH FUHGLWV PD\ RQO\ EH HDUQHG HTXDO WR WKH DPRXQW RI WKH RULJLQDO

REOLJDWLRQ� )XWXUH &UHGLWV FDQQRW EH QHJRWLDWHG� WUDQVIHUUHG� RU DVVLJQHG WR WKLUG SDUWLHV LQ DQ\ ZD\� VKDSH� RU IRUP� �.XZDLW
V

2IIVHW 3URJUDP )RFXVHV RQ ,QGLUHFWV� 2%9
V�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;9,� QR� �� )HE� �� ����� S� �� �� �8$(
V 2IIVHW &KLHI	 +LV

+DUG /LQH )RU 6XSSOLHUV�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;9� QR� ��� -XQH ��� ����� SS� ���� �� 'U� (O�'LQ LQGLFDWHG WKDW D SUHPLXP RI

��� SHUFHQW ZRXOG LQGLFDWH WKDW FRQWUDFWRUV ZHUH EHFRPLQJ �GHVSRQGHQW� DERXW WKHLU FKDQFHV RI HDUQLQJ RIIVHW FUHGLWV WKURXJK WKHLU

RZQ DFWLYLWLHV� �8$(
V 2IIVHW &KLHI 	 +LV +DUG /LQH )RU 6XSSOLHUV�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;9,� QR� ��� -XQH ��� ����� SS� ����

+H DOVR

[Footnote]
VDLG WKDW WKH �FXUUHQW FRQYHUWLEOH YDOXH RI DQ RIIVHW FUHGLW� ZDV �� SHUFHQW� EXW XQQDPHG FRQWUDFWRUV KDYH GLVSXWHG 'U� (O�'LQ
V

HVWLPDWH DQG VDLG WKDW D ��� SHUFHQW FUHGLW WUDQVIHU YDOXH ZDV PRUH UHDOLVWLF� �82* 'HFODUHV $ 1HZ 3KDVH ,Q 8$( 2IIVHW 3URJUDP��

&RXQWHUWUDGH 	 2IIVHW� YRO� ;9,� QR� �� -DQ� ��� ����� S� �� �� �8$( 2IIVHW &RQIHUHQFH 6KRZV :LGHQLQJ 2I ,QWHUHVW�� DQG �82*

'HFODUHV $ 1HZ 3KDVH LQ 8$( 2IIVHW 3URJUDP�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;9,� QR� �� -DQ� ��� ����� SS� ���� �� -RKQ '� /DQJH�

-U�� GLUHFWRU� 2IILFH RI 7UDGH )LQDQFH� 8�6� 'HSDUWPHQW RI WKH 7UHDVXU\� WHVWLPRQ\ EHIRUH WKH +RXVH RI 5HSUHVHQWDWLYHV (FRQRPLF

6WDELOL]DWLRQ 6XEFRPPLWWHH� &RPPLWWHH RQ %DQNLQJ� )LQDQFH� DQG 8UEDQ $IIDLUV� ��J &RQJ�� OQ VHVV�� 6HSWHPEHU ��� ����� FLWHG LQ

,QWHUQDWLRQDO 0DUNHWLQJ� S� ���� �� ,QWHUQDO 5HYHQXH &RGH ��� �� &&+> ���� DQG ��������� �� &&+ ������� DQG ��������

[Footnote]
EV 5HY� 5XO� ������ ������� &% ��� DQG 5HY� 5XO� ������� ������ &% ��� FLWHG LQ &&+ � ���������� �� �,VUDHO
V 2IIVHW 'RFWULQH

(PEUDFHV 3ULYDWH 6HFWRU�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;,9� QR� ��� -XO\ �� ����� SS� ���� (J\SW LV DOVR VHHNLQJ WR HPSKDVL]H RIIVHW�

OLNH DUUDQJHPHQWV LQ FLYLO FRQWUDFWV� �&RXQWHUWUDGH ,Q (J\SW 6ORZO\ )DFLQJ 0RGHUQ &KDOOHQJHV�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;,9� QR�

��� $XJXVW ��� ����� SS� �5

[Footnote]
�� �+HDUG ,Q 7KH 7UDGH�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;,9� QR� ��� $XJXVW ��� ����� S� �� W �,VUDHOL )LUP 3OHGJHV �� 3HUFHQW 2IIVHW

LQ +XQJDULDQ 0L* 8SJUDGH�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;,9� QR� ��� 6HSWHPEHU ��� ����� SS� ���� �� �,VUDHOL
V $UH 3XVKHG )RU

0RUH 2IIVHWV ,Q 7XUNH\�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;9,� QRW� �� )HE� ��� ���5 Q �

[Footnote]
�� �5DSLG 2IIVHW 3DFH ,V :LQGIDOO )RU ,VUDHO
V (OJDQ�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;,9� QR� ��� $XJXVW ��� ����� S� �� 7KH QXPEHU RI

,VUDHOL FRPSDQLHV IDFLQJ RIIVHW REOLJDWLRQV PD\ EH JUHDWHU LQ OLJKW RI WKH PRUH UHFHQW FRQWUDFWV ZLWK 7XUNH\� �� �,VUDHO
V 2IIVHW

'RFWULQH (PEUDFHV 3ULYDWH 6HFWRU�� &RXQWHUWUDGH 	 2IIVHW� YRO� ;,9� QR� ��� -XO\ �� ����� SS� ����

[Footnote]
)RU H[DPSOH� (XURFRSWHU LQFXUUHG QR RIIVHW REOLJDWLRQ LQ LWV VDOH RI WZHOYH &RXJDU KHOLFRSWHUV WR 6DXGL $UDELD� DV D UHVXOW RI D

GLSORPDWLF SDFNDJH� �(XURFRSWHU $YRLGV 6DXGL 2IIVHWV $V $ C5R\DO *LIWV��
 &RXQWHUWUDGH 	 2IIVHW� YRO� ;,9� QR� ��� 1RYHPEHU ���
����� S� ��

[Author note]
0U� :HOW LV DQ LQWHUQDWLRQDO FRQVXOWDQW LQ :DVKLQJWRQ '&� ZKHUH KH KDV EHHQ WHDFKLQJ DQG DVVLVWLQJ FRUSRUDWLRQV LQ VROYLQJ WKHLU

RIIVHW REOLJDWLRQV� +H LV DOVR SUHVLGHQW RI WKH *HUPDQ $PHULFDQ %XVLQHVV &RXQFLO� 0U� :LOVRQ LV SUHVLGHQW RI &RPELQHG 'HIHQVH

,QWHJUDWRUV� +H DVVLVWV WKH 8�6� DQG IRUHLJQ JRYHUQPHQWV ZLWK WKH OHJDO DVSHFWV RI RIIVHW FRQVLGHUDWLRQV�

5HSURGXFHG ZLWK SHUPLVVLRQ RI WKH FRS\ULJKW RZQHU� )XUWKHU UHSURGXFWLRQ RU GLVWULEXWLRQ LV SURKLELWHG
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ZLWKRXW SHUPLVVLRQ�


